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Date:  March 25, 2004 
 
To:  CBOE Membership 
 
From:  Bill Brodsky, Ed Tilly, Ed Joyce 
 
Re:  CBOE Plan for the Purchase of CBOT Exercise Rights 
 
In December 2003, you were informed of a plan to reduce the number of CBOT exercise rights via a 
purchase offer to all CBOT Full Members.  The original proposal, which was developed by a CBOE 
Working Group1 and which was described in a memo dated March 15, 2003 involved CBOE 
potentially purchasing up to one thousand (1,000) CBOT exercise rights.  
 
Since the original proposal was put forth we have consulted with the Membership through 
membership meetings, advisory committees and informal conversations.  It has become clear that 
there is sufficient concern among Members regarding the magnitude of the potential financial impact 
to reconsider the number of seats to be purchased.  As a result, the Working Group has decided to 
limit the debt financing to $50 million.  Therefore, under the proposal to be presented for your vote, 
the CBOE would offer to purchase up to 500 CBOT exercise rights.  If more than 500 exercise rights 
were tendered, no additional debt would be incurred without first seeking your approval through a 
second membership vote.  
 
The proposal is based on an agreement that was entered into by CBOE and CBOT in December 
2003, which provides for the issuance by CBOT of a transferable “Exercise Right Privilege” that 
represents the exercise right component of every CBOT Full Membership.  On February 12, 2004, 
the CBOT membership approved rule changes to implement that agreement, and on March 2, 2004, 
the CBOE Board of Directors authorized the exchange to proceed with this plan.  However, due to 
the significant debt that CBOE may incur and its possible impact on CBOE’s balance sheet and 
operating budget, your Board of Directors is seeking CBOE Membership endorsement of this 
purchase offer proposal and the related financing arrangements before proceeding with this 
transaction. 
 
The following pages provide additional detail regarding the pricing, financing and repayment plans 
associated with this proposal.  This proposal was developed by the Working Group and was 
thoroughly reviewed by the Board of Directors prior to their approval.  Both the Working Group 
and the Board of Directors are confident that the terms presented herein reflect an appropriate 
price for the purchase of a significant number of CBOT exercise right and that the repayment of 
any debt incurred in this transaction is well within CBOE’s financial capabilities. 
                                                 
1 The members of the Working Group are William Brodsky (CBOE Chairman and CEO), James Boris (CBOE Public Director), 
Alan Dean (CBOE Chief Financial Officer), Mark Duffy (CBOE Floor Director and former Vice Chairman), Richard DuFour 
(CBOE Executive Vice President for Corporate Planning), Daniel Koutris (CBOE Floor Director and Chairman of the Financial 
Planning Committee), William Power (CBOE Lessor Director and Chairman of the Lessors Committee), John Smollen (CBOE 
Floor Director), Eugene Sunshine (CBOE Public Director) and Edward Tilly (CBOE Vice Chairman). 
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CHICAGO BOARD OPTIONS EXCHANGE PROPOSAL                                     

TO PURCHASE CBOT EXERCISE RIGHTS 
 
 

OVERVIEW 
 
Since CBOE’s inception in 1973, the exercise right as codified in Article Fifth of the CBOE 
Certificate of Incorporation, has entitled any of the 1,402 full members of the Chicago Board of 
Trade to become members of CBOE with the same rights and privileges that are enjoyed by 
CBOE regular members, except the right to transfer a CBOE membership acquired pursuant to 
the Exercise Right.  Among the rights of exerciser members of CBOE are the trading rights of 
regular members in all products traded on CBOE, the right to take part in CBOE business, 
including voting on matters before the membership, and the right to participate in any cash or 
property distribution made to CBOE members.    The existence of the Exercise Right has had the 
effect of inhibiting CBOE’s willingness to consider certain strategic alternatives.   
 
To address this situation, CBOE has developed a plan to purchase a significant number of CBOT 
exercise rights and has secured financing to do so.  While the proposal does involve CBOE 
incurring a significant obligation, we are confident in our ability to repay such debt from normal 
operating cash flows.  More importantly, the long-term benefits of a successful reduction in the 
number of CBOT exercise rights would, in the view of the Board of Directors, significantly 
outweigh any short-term financial burden that CBOE and its members might be forced to 
assume.   
 
The following are the key drivers of this outlook: 
 

1. In the face of unprecedented competition, the exercise right has become an anachronism 
forcing both CBOE and CBOT to move in lockstep at a time when our respective 
marketplaces demand increased flexibility and agility.  The ability to reduce the number 
of exercise rights increases the autonomy needed by each exchange to succeed in very 
different trading arenas. 

 
2. When the exercise right was incorporated in our corporate charter in 1973, ongoing 

access to CBOE was an effective way for CBOT Full Members to benefit from the 
success of the exchange they created.  However, given thirty years of development and 
specialization in listed options trading, simple access to CBOE no longer provides CBOT 
Full Members with a practical avenue to achieve a return on their investment.  We 
believe a monetary return is in the best interests of both memberships. 

 
3. The exercise right provides CBOT Full Members with what amounts to a perpetual call 

option on the success of the CBOE as created everyday by our members.  As such, the 
existence of the exercise right has a significant impact on any future strategic plans that 
the CBOE examines. 
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4. The exercise right dilutes CBOE seat and lease prices given that all exercised CBOT Full 

Members have essentially the same rights and privileges as CBOE seat holders. 
 
The next several pages explain the proposal in greater detail. 
 
 
Transaction Terms: 
 
The following is a summary of the proposed transaction: 
 

1. Mechanism: CBOE will offer a single, fixed price for each exercise right 

2. Price: The offer price will be one hundred thousand dollars ($100,000) per exercise right 

3. Number: CBOE will only obligate itself to purchase up to five hundred (500) exercise 
rights, if tendered 

4. Financing: CBOE has secured the following financing for the transaction: 

a. A fifty million dollar ($50,000,000) senior bank loan from Bank of America 

i. Term: 4 years 

ii. Repayment: Quarterly amortization in equal installments 

iii. Rate: LIBOR plus 175 basis points   
  (currently 2.85% floating or approximately 3.35% fixed) 

b. Bank of America is prepared to pursue a private placement for CBOE on the 
terms outlined below.  The private placement would replace all or part of the $50 
million bank loan. CBOE will not borrow more than $50 million without 
further endorsement of the membership. 

i. Term: 10 years 

ii. Repayment: Annual amortization in equal installments 

iii. Rate: 10-year Treasury Rate plus ~250 basis points   
 (currently 6.25% fixed) 

5. Offer Period: The purchase offer will be open for approximately six (6) weeks 
 
 
Mechanism: 
 
The Working Group determined that a single, fixed-price purchase offer for CBOT exercise 
rights was preferable to other available purchase offer mechanisms.  A single, fixed-price 
purchase offer will allow CBOE to present a clear, non-negotiable offer to all CBOT Full 
Members without adding to the complexity already present in an offer for an instrument as 
unique as the exercise right.  Moreover, the Working Group believed that a single-price offer 
would be fair to all CBOT Full Members.   
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Price: 
 
Among the most challenging of the Working Group’s tasks was to determine a value for the 
CBOT exercise right.  As you may know, there has never been a market price for exercise rights 
or any equivalent instruments.  In fact, an exercise right has never before been able to be bought 
or sold apart from a CBOT Full Membership.  To address this challenge, the Working Group 
conducted a thorough valuation analysis of the exercise right with the assistance of our 
investment bankers.  As part of their analysis, the Working Group considered the relative value 
of the exercise right both as a function of trading profit and lease income opportunities.  They 
also examined the correlation of CBOE and CBOT seat prices, as well as the volatility of those 
prices and their corresponding lease rates.  Relying on two different valuation models – one 
viewing the exercise right as an option and the other evaluating the various comparable 
instruments that equate to an exercise right – over a number of historical periods, the Working 
Group determined that the mean valuation of an exercise right was less than $100,000.  In order 
to attract significant participation from CBOT Full Members, our offer represents a premium to 
the valuations we arrived at in our models.  Accordingly, CBOE’s purchase offer price is fixed at 
$100,000 per exercise right.  The Working Group believes this is an attractive offer price for 
exercise rights. 
 
 
Number: 
 
The primary purpose of this transaction is to provide CBOE with control over access to its 
marketplace and to enable CBOE to effectively evaluate potential strategic opportunities without 
the uncertainty of a variable number of members. 
 
As of Wednesday, March 24, 2004, there were 388 CBOT exercisers present at CBOE.  This is 
less than the average number of CBOT exercisers over the past several years.  It is assumed that 
this number of “core” exercisers represents members who utilize CBOE as their primary place of 
business.  The Working Group believed that most of these individuals would be unlikely to 
divest themselves of CBOE access at any reasonable price.  However, the Working Group does 
not view this community as the primary target group for this transaction.  Rather, it is the 
remaining 1,000 CBOT exercisers, particularly those who have never or rarely exercised their 
rights to access the CBOE, who are the primary focus of this proposal. 
 
The strategic challenges created by the existence of the CBOT exercise right would be 
considerably mitigated if the number of outstanding rights were reduced below the number of 
CBOE seats.  If this were accomplished through the purchase offer, CBOE seat holders would 
then represent the majority of CBOE stakeholders.  Extinguishing 500 exercise rights would 
mean that CBOE seat holders represent the majority of CBOE stakeholders.   
 
CBOE believes that it has already achieved a major objective in agreeing with CBOT  to separate 
the exercise right from a CBOT Full Membership.  For the first time in our history, CBOE will 
have the opportunity to purchase exercise rights separate from a CBOT Full Membership.  A 
successful purchase offer begins with a single exercise right being purchased and a market for 
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exercise rights being established.  While we hope to purchase 500 exercise rights, CBOE’s Board 
of Directors and Working Group believe that the purchase of any number of exercise rights is in 
the long-term best interests of CBOE and its members.     
 
 
Financing: 
 
CBOE has secured a commitment for a financing package from Bank of America that best meets 
the goals of this transaction while offering CBOE the lowest possible cost and long-term 
financial flexibility.  First, the proposed bank financing allows CBOE to offer for up to 500 
exercise rights without a financing contingency.  Second, the bank financing offers CBOE very 
competitive interest rates in an already low interest rate environment.  Third, CBOE can pay 
down the bank financing at any time without penalty.  Last, the private placement option allows 
CBOE to significantly extend the term of its financing thereby reducing its annual principal 
repayments. 
 
CBOE expects to repay this debt from its current and future operating income.  Based upon our 
current financial projections, CBOE does not expect to require additional member financial 
support to repay this debt.  CBOE has been historically conservative in projecting future volume, 
allowing us to consistently show a profit and to invest the capital necessary to remain the leader 
in exchange technology for listed options.  CBOE’s history of conservative fiscal management, 
combined with the prospects for our Hybrid system and other new initiatives, convinced both the 
Working Group and the Board of Directors that CBOE would be able to fund its debt obligations 
without creating an additional financial burden on CBOE members.   
 
In the event, however, that volumes decline dramatically, and for this or other reasons CBOE’s 
ability to meet its repayment obligations is adversely affected, the Board has discussed what 
actions would be taken to fulfill our financial obligations.  First, CBOE would examine ways to 
prudently reduce current and future expenditures including reductions to both operating costs and 
capital expenditures.  In the past, CBOE has been able to successfully reduce these costs during 
periods of difficult business conditions to avoid member assessments or fee increases.  Second, 
CBOE would evaluate using a portion of its cash-on-hand to pay down any outstanding debt 
obligation.  We project that CBOE will have approximately $40 million in working capital at the 
end of this fiscal year. 
 
If, after making this analysis and the appropriate adjustments, CBOE were to ever require 
additional funds to cover its debt service, CBOE could assess CBOE seat owners or could raise 
transaction fees.  Since the proposed plan entails a maximum debt of $50 million, it is unlikely 
that any scenario that would lead to an assessment would be encountered. 
 
 
Time Period: 
 
The purchase offer will be open to all CBOT Full Members for approximately six weeks, unless 
the offer is extended.  This time period will enable CBOE to communicate our offer to all 
prospective sellers and provide every CBOT Full Member with sufficient time to fully consider 
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our offer.  We expect to open this purchase offer to all CBOT Full Members shortly after the 
endorsement of this proposal by our membership. 
 
 
Conclusion: 
 
Your Board of Directors is confident that this transaction will broaden CBOE’s strategic 
opportunities, will further enhance the competitiveness of the Exchange and is in the best 
interests of all CBOE members.  We ask that you endorse the proposal. 
 
If you have questions, please contact any of the following Working Group members: 
 
Name Telephone E-Mail 

Alan Dean  
Chief Financial Officer 

(312) 786-7023 dean@cboe.com
 

Ed Tilly 
Vice Chairman 

(312) 786-7088 tillye@cboe.com
 

Dan Koutris 
Chairman, Financial Planning  

(312) 379-2641 fpc@cboe.com
 

Bill Power 
Chairman, Lessor Committee 

(773) 859-0206 lpark@rcn.com
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